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JOSEPH SHADE*

Financing Exploration: Requirements
of Federal and State Securities Laws
I. INTRODUCTION
Next to finding oil, finding money to explore for oil may be the
biggest problem faced by independent oil companies in the capital intensive
and risky business of oil and gas exploration and development. This paper
addresses some of the issues related to finding money-raising equity capital
from investors-that might arise under the federal and/or state securities
laws.
The following hypothetical will provide the factual framework for
my discussion:
Assume an independent oil company, based in New Mexico
and called New Mexico Oil, Inc. ("NMO") finds a prospect in
Eddy County, New Mexico, leases a four section block of land
and decides to do some wildcatting. It estimates that it will
need between $3 and $6 million to properly test the prospect
by drilling. Since NMO doesn't have that kind of money in its
corporate coffers, it will need to obtain equity capital from
investors to finance the venture.
Under these circumstances, NMO's efforts to raise capital will, at
the very least, bring into play (1) the Federal Securities Act of 1933 ("33
Act")' and (2) the New Mexico Securities Act of 1986 ("New Mexico Blue
Sky Law").2 In general, these statutes require registration, a costly and time
consuming process, more fully described below, which NMO will almost
surely seek to avoid.3 NMO can avoid registration by proving that it
qualifies for one or more of several exemptions provided under the 33 Act4
and the New Mexico Blue Sky Law? The central questions explored in this
paper are what exemptions are available to NMO, and how does it qualify
* Professor of Law Texas Wesleyan University, School of Law; J.D. 1960, University of
Texas. The author practiced primarily in the areas of securities regulation and oil and gas prior
to joining the faculty of Texas Wesleyan in 1990. Professor Shade wants to thank his former
student, Michael Futia, now a fellow attorney, businessman and golfing buddy, for his valuable

assistance in the preparation of this paper.
1.

15 U.S.C. §§ 77a-77aa (1994). References to the various sections of the 33 Act will be

cited by section number only. Rules under the 33 Act (found in 17 C.F.R. § 230 (1996)) will
be cited by rule number only.
2.

Codified in N.M. STAT. ANN. § 58-13B-1 to -56 (Michie 1991 Repl. Pamp. & 1996

Cum. Supp.).
3.
4.
5.

See infra Part II.C.
See infra Part Ill.
See infra Part V.
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for such exemptions. A brief overview of the 33 Act will help put these
questions into proper focus.
II. OVERVIEW OF THE SECURITIES ACT OF 1933
The 33 Act generally comes into play when companies or persons
who control companies (so-called "control persons") raise money by selling
securities.6 The basic purpose of the 33 Act is to assure the availability of
true, correct, reliable and complete information about the securities being
offered to the public by issuers or control persons! The 33 Act is a
disclosure statute! Unlike many state securities laws, including the New
Mexico Blue Sky Law, the 33 Act does not give the SEC authority to prohibit
sales on the basis of merit. The SEC can only insist that the issuer make full
disclosure of all material facts under penalty of possible criminal
prosecution and draconian civil liability. In contrast, the New Mexico Blue
Sky Law gives the New Mexico Securities Director broad discretion to
prohibit offerings on the basis of merit.9
The basic difference between a merit based and a disclosure statute
may be illustrated by the following example. Assume NMO's deal is
structured so that the interests of the investors whose money will be used
to pay for drilling the wells will be so burdened by overrides and other
promotional payments reserved by NMO that the investors net revenue
interest will be only 50 percent. So long as this fact is fully disclosed NMO
will have satisfied its obligations under the 33 Act and the SEC has no
authority under that statute to prevent NMO from selling its securities. On
the other hand, the New Mexico Securities Director has authority under the

6. Certain provisions of another Federal statute, the Securities Exchange Act of 1934
("34 Act"), 15 U.S.C. §§ 78a-78mm (1994) may also come into play. At the very least Section
10(b) of the 34 Act and Rule 10b-5 thereunder will be applicable. See infra Part IV. Further,
if the securities are sold in states other than New Mexico, the securities laws of those states
would come into play. All states have some form of securities laws. While the various state
securities laws differ significantly, over 40 states, including New Mexico, now have some
version of the Uniform Securities Act. See infra Part V.
7. The impetus for passage of the 33 Act was the stock market crash of 1929. The
abuses prompting passage of the legislation were reported in H.R. REP. No. 73-85 (1933),
which among other things notes that $50 billion of new securities were floated in the United
States in the decade of the 1920s and that fully half or $25 billion proved to be worthless.
8. Louis Loss, author of the first treatise on securities regulation once responded to the
question: What is the 33 Act about? by answering: disclosure, disclosure and more
disclosure.
9. The Director has authority to deny registration on the basis of the offering's
tendency to work a fraud on the public, unreasonableness of price, unreasonableness of
profits to promoters and other reasons. See N.M. STAT. ANN. 58-13B-25(A) (Michie 1991 Repl.
Pamp.). See also infra Part V.
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New Mexico Blue Sky Law to tell NMO that it cannot sell its securities in
the State of New Mexico unless it changes the terms of its deal to give the
investors a bigger net revenue interest."
A. Section 5-The Basic Registration Requirement
The 33 Act implements the policy of full disclosure by prohibiting
offers unless a registration statement has been filed with the SEC and
prohibiting sales until the registration statement has become effective. It
also requires delivery of a prospectus to all purchasers of the securities.
These requirements are imposed under Section 5, which is the heart of the
33 Act. The 33 Act also provides for administrative review of the
registration statement by the SEC'1 and specifies the information which the
registration statement must contain in various regulations and forms,
adopted under the 33 Act. 2 Finally, and most important in the context of
this paper, the 33 3Act exempts certain securities and certain transactions
from registration.1
A registration statement is nothing more than the disclosure
document filed with the SEC in connection with a registered public offering
of securities. The prospectus is a narrative document which contains all
relevant material information about the securities being offered and the
company offering them. The prospectus comprises more than 90 percent of
the registration statement and is delivered to investors. The rest of the
registration statement, consisting mainly of technical information and
exhibits, is public information but is not delivered to investors.
A prospectus is both a selling document and a liability document
and that dual purpose must be understood by the issuer and the attorney.
The prospectus is used to sell the securities to the public. From this
perspective it is desirable that it present the best image possible. But the
prospectus is first and foremost the disclosure document required by law.
It is the company's insurance against liability. If it tells the whole truth in
every material way it will serve as a defense if the well is dry and the

10.

Id.

11. Secs. 6 & 8. See THOMAS L HAZEN, THE LAW OF SECURITES REGULATION § 3.5(3rd ed.
1996) [hereinafter HAZEN].
12. See, e.g., Form S-1 (general form of registration statement); Regulation S-K (general
rules regarding disclosure) Regulation S-X (rules governing form and content of financial
statements) and Regulation S-B (disclosure system for small business issuers).
13. Secs. 3 & 4 and rules and regulations thereunder. All of the rules and regulations

adapted under the broad enabling language of the both the 33 and 34 Act have the force of
law. See Hazen, ch. 4, §§ 4.1 to 4.28 for a listing and brief discussion of the various securities
and transactions exempt from registration under the 33 Act.
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company is sued. Thus, prospectuses tend to be written conservatively and
to emphasize the negatives.
Violations of the 33 Act result in strict liability under Sections 11
and 12. Materially false or misleading statements or omissions in the
registration statement give the purchaser a right to recision under Section
11.14 Section 12(1) imposes strict civil liability upon those who offer or sell
securities without registration in violation of Section 5. Section 12(2)
imposes liability for fraudulent or deceptive practices in connection with the
sale of securities.'5 In addition, willful violations of the 33 Act can result in
civil enforcement actions, such as injunctions, or criminal prosecutions."
Exposure to draconian civil liability under Sections 11 and 12 is the main
impetus for complying with Section 5.7
B. Scope and Structure of Section 5; Elements of a Prima Facie Section
5 Case; Burden of Proof
Section 5 on its face states that no offers or sales of any securities
can be made unless the securities are registered. However Section 5 is
qualified by Sections 3 and 4 which provide a number of exemptions from
registration. The wording of Section 5 creates the rebuttable presumption
that registration is required. In other words, the burden is always on
the
8
party claiming an exemption to establish and prove his exemption.
All that a plaintiff has to allege and show to make a prima facie case
for a Section 5 violation are the following:
1) Failure to register or deliver a prospectus;
2) Use of the instrumentalities of interstate commerce or the
mails-the so-called jurisdictional means; and
3) An offer or a sale of a security.

14. Sec. 11 imposes strict liability on the issuer. The other persons-e.g. directors, signors
of the registration statement, etc. named in Section 11(a), who may be sued under Section
11 are given a due diligence defense. See Escott v. BarChris Construction Corp., 283 F. Supp.

643 (S.D.N.Y. 1968).
15. Subject to a reasonable care defense. See infra Part I.
16. Sec. 20.
17. While civil liability for Section 5 violations is strict, there is a short statute of
limitations. The statute of limitations is one year from discovery of the violation with a
maximum of three years from date of sale. See Sec. 13.
18. Thus, NMO needs to carefully structure its deal and leave a paper trail which will
facilitate proving up its exemption, if necessary.
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Once the plaintiff' 9 has established these prima facia elements, the
plaintiff can sit down. It is then up to the issuer to establish that it is entitled
to an exemption.
1) Failureto Register; JurisdictionalMeans
Requirements I and 2 are so easy to satisfy that they are rarely
disputed. Obviously, the SEC's records will show whether or not a
particular security has been registered. The so-called jurisdictional means
requirement is also easy to satisfy. Any use of the mails or the telephone at
any time in connection with a securities transaction will satisfy this
requirement. The telephone call or letter does not have to cross state lines;
nor does the actual offer to sell securities have to be by mail or telephone.
For example, the buyer and seller can work in the same building and the
offer and sale can be in a face to face conversation in that building. But if
one party calls the other to arrange the meeting or to clarify some detail or
if a stock certificate is transmitted by mail, this satisfies the jurisdictional
means requirement.20
2)

Offer or Sale of a Security

a) Security
The term "security" is defined in Section 2(1), which provides an
extensive laundry list that includes all the things people normally think of
as securities, including stocks, bonds, debentures, calls, puts and warrants.
That list is followed by several other words and phrases, potentially broad
enough to cover the world. One of the phrases included in Section 2(1) is the
term investment contract. That phrase had no particular meaning in the
investment community, prior to adoption of the 33 Act, but the drafters
stuck it into the statute, presumably thinking that if they missed something
in the broad definition of security which they crafted this phrase might pick
it up.
Section 2(1), as interpreted by the courts, is expansive and openended. It brings many things within the scope of securities regulation that
aren't generally associated with the world of stocks and bonds.' At the
same time the term "security" is usually interpreted in a practical, realistic
way. Sometimes instruments called "notes" or even "stock" are not

19.

Or the SEC, in a civil SEC enforcement action or the government in a criminal

prosecution.
20. See Hazen at 914-16.
21. Scotch whiskey receipts, self improvement courses, cosmetics, earthworms, beavers,
chinchillas, cemetery lots, animal feeding programs, pooled litigation funds, computer
modules and fruit trees, among other things, have all been held to be securities. See Hazen,
§ 1.5 and cases therein cited.
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"securities."' It is a flexible, highly impressionistic definition, applied on a
case-by-case basis.
The concept of an investment contract is particularly relevant to oil
and gas cases and the oil industry has supplied more than its share of cases
in establishing the test developed by the courts. Raising capital for oil and
gas exploration can take on a variety of forms, other than raising capital by
selling stock in the oil company doing the deal. The promoter might sell
undivided interests in a well or prospect-that is specifically covered in 2(1).
He might sell limited partnership interests in a well or prospect-this clearly
comes within the definition of a security under the case law.'
The basic test of an investment contract was established by the
Supreme Court in two cases that arose in the 1940s. The first of these cases
was an oil an gas case called SEC v. C.M. Joiner.' It involved Dad Joiner, one
of the great colorful characters of the oil patch who discovered the East
Texas Field in 1930. In the Joiner case, Dad Joiner carved up a 6,000 acre
lease into two and one-half acre legally described tracts and assigned
specific tracts to investors. The assignment was coupled with an agreement
to drill a test well on acreage that Joiner retained.
The U.S. Supreme Court held that even though there was a
conveyance of an interest in specific acreage, the investors were looking to
Joiner to drill the test well and that this reliance on the efforts of Mr. Joiner
made the interest Joiner was selling an investment contract and thus a
security. While Joiner didn't articulate a test or rationale, the opinion's
language clearly indicated that the concept of a security was broad and that
the term would be interpreted expansively:
The exploration enterprise was woven into these leaseholds,
in both an economic and legal sense; the undertaking to drill
a well runs through the whole transaction as the thread on
which everybody's beads were strung...
The reach of the Act does not stop with the obvious and
commonplace. Novel, uncommon, or irregular devices,
whatever they appear to be, are also reached if it be proved
as a matter of fact that they were widely offered.., under
terms or course of dealing which established their character
in commerce as 'investment contracts'...2 5

22. See, e.g., United Housing Found., Inc. v. Forman, 421 U.S. 837 (1975) (stock in
housing co-op not security); Marine Bank v. Weaver, 455 U.S. 551 (1982) (CD not security);
Banco Espanol v. Security Pacific Bank, 973 F.2d 51 (2d Cir. 1992) (notes not securities).
23. See Hazen at 50 and cases cited therein.
24. SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344 (1943).
25. Joiner,320 U.S. at 348, 351.
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The second and more famous of these two cases is SEC v. WI.
Howey Co.' The fact pattern was similar to Joiner and involved some
Floridians selling orange trees to vacationers from New York and New
Jersey. The promoters would spot these folks from the North lounging on
the beach, sipping orange juice and would engage them in conversation that
probably went something like this: How would you like to own your own
orange tree? We'll sell you a plot of land with your own personally labeled
orange tree on it and all the fruit that comes from that tree will be yours.
You'll get a recorded warranty deed legally describing your plot in the
orange grove. That sounds great, Mr. Promoter, but I'm just about to go
back to New Jersey. No problem! You won't have to worry about your tree.
We'll take care of it. We'll pick the fruit, sell it for you and send you a check,
after deducting our management fee. You don't have to hire us to manage
your tree but we are available if you like.
The SEC sought an injunction prohibiting these sales and, like
Joiner,this case went all the way up to the Supreme Court which held that
these orange grove promoters were selling securities. The holding was the
same as in Joinerbut in Howey, the Supreme Court articulated four elements
that must be present for a device or scheme to be an investment contract.
The four elements, often referred to as the "Howey Test," are: (1) an
investment of money in (2) a common enterprise (3) with the expectation of
profits (4) from the efforts of others. 7 Today the test has been restated as
follows: "An investment contract ... means a contract, transaction or
scheme whereby a person (1)invests his money in (2) a common enterprise
and is led to (3) expect profits solely from the efforts of the promoter or a
third party."' If those elements are present, regardless of the form the
transaction takes or the nature of the asset involved, you have a security.
The security is the investor's interest, not a specific piece of paper.
Substance governs over form. Under the "Howey Test," which has been
applied in hundreds of subsequent cases, anytime a person convinces
another person to part with something of value in the hope of getting a little
bit richer, potentially a security is involved for purposes of the securities
laws, even though, under property law, that person might actually have an
interest in real or personal property.
b) Offer or Sale
It is rarely a problem for the plaintiff or SEC to establish that a sale
or an offer for sale took place. The term sale is broadly defined in Section

26. SEC v. W.J. Howey Co., 328 U.S. 293 (1946).
27. Howey, 328 U.S. at 298.
28. See Koch v. Hankins, 928 F.2d 1471 (9th Cir. 1991).
29. See supra note 21.
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2(3) as any disposition for value. Under the statute "sale" also encompasses
"contract for sale." Finally to violate Section 5 you don't even necessarily
need a sale-an offer will do.
.Under the case law "offer" is very expansively. defined. It does not
mean an offer in the contract sense-creating a power of acceptance in
someone else. Offer is defined much more broadly as any attempt to
dispose of a security for value.3° This is an open ended concept which
means the first step in a sales effort. The most famous case defining the
concept is an SEC administrative proceeding In re: CarlM. Loeb Rhoades &
Co.,' usually called the Arvida Case. In this case, two weeks before Arvida
filed a registration statement, the company and managing underwriters
issued a press release saying that Arthur Vining Davis, a well known and
successful individual, was going to put his land holdings on the gold coast
of Florida into a new company he was organizing called Arvida; and that
Arvida would soon be coming out with a stock offering. There was no
suggestion that anyone buy the stock; just information that the offering was
coming and perhaps an unexpressed inference that demand might exceed
the supply.
The SEC held this was an offer. Their rationale was that anytime
someone conditions the public's mind into wanting to buy a stock this is an
offer. Since in this case the offer was made prior to filing a registration
statement it was a violation of section 5. This has come to be known in the
industry as "gun jumping." The SEC's position on "gun jumping" is
grounded on a sound policy. They want investors to make investment
decisions on the basis of the prospectus. Since the prospectus is prepared
under fear of strict liability, it is likely to be accurate and truthful. But if the
SEC allows preselling and investors make their investment decisions before
they read the prospectus, then the prospectus will not do much good. On
the other hand, companies cannot black out all normal corporate news
while they are in the lengthy process of registration. This can create a
serious dilemma between the normal release of newsworthy corporate
information and "hyping" the stock to condition the market. Drawing the
line between release of newsworthy information and hyping the stock often
requires difficult judgment calls by company counsel. Over the years the
SEC has issued three releases that contain guidelines and examples of what
is and is not "gun jumping."32 However, the test remains subjective, open

30. See sec. 2(3).
31. In re Carl M. Loeb, Rhoades & Co. & Dominick & Dominick, 38 S.E.C. 843 (1959).
32. Guidelines for Release of Information by Issuers Whose Securities are in
Registration, Securities Act Release No. 5180 [1970-1971 Transfer Binder] Fed. Sec. L. Rep.
(CCH) 78,192, at 80,578 (Aug. 16, 1971); Publication of Information Prior to or After the
Effective Date of a Registration Statement, Security Act Release No. 3844 (Oct. 8, 1957)
available in1957 WL 3605 (S.E.C.); Publication of Information Prior to or After the Filing and

Summer 1997]

FINANCING EXPLORATION

ended and uncertain. The key is simply a common sense, business as usual,
conservative approach.'
C. Costs, Expenses and Potential Liability Associated with Registration
As should be readily apparent from the above discussion, it is
relatively easy for a plaintiff to make a prima facia case for a Section 5
violation. Thus, registration is required unless the issuer can prove it is
entitled to an exemption. Registration is a costly and time consuming
process. It typically takes a minimum of three to four months to gather and
verify all the information, conduct all the due diligence, draft the disclosure
document and wait for and respond to SEC review. It is a very lawyer
intensive process and, most important, an expensive process. Over and
above underwriting commissions, the cost is typically in excess of $250,000,
which includes legal, accounting and printing fees plus other expenses. In
economic terms it probably isn't worth the cost unless the company is
raising at least $10 million. Thus, under the facts of our hypo it is highly
unlikely that registration would be a viable alternative for NMO.
III. EXEMPTIONS
A. General Overview of Exemptions; The Move Toward Certainty and
Deregulation
34
Assuming that registration is not a viable alternative for NMO,
NMO can still raise the money it needs without violating the 33 Act if it can
meet the burden of showing it falls within an exemption from Section 5. If
NMO knows what it is doing and properly structures its deal it will
probably be able to qualify for one or more exemptions.
An underlying theme that runs through my paper is that for the last
20 years we have been in a deregulatory trend in the world of securities
regulation. Today, the exemptions are much broader and more clearly
defined. This deregulatory trend, which has been going on since the mid
1970s, has accelerated dramatically in the 1990s. Deregulation is occurring

Effective Date of a Registration Statement under the Securities Act of 1933, Securities Act
Release No. 33-5009 [1969-1970 Transfer Binder] Fed. Sec. L. Rep. (CCH) 77,744, at 83,705
(Oct. 7,1969).
33. Id.; See also Hazen at 84-85.
34. For purposes of this paper it is assumed that registration is not a viable alternative
and that NMO will seek an exemption.
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in many areas of securities regulation and at all levels-in the legislatures, the
courts, and the SEC itself.'
While the 33 Act contains a number of exemptions,' this paper will
focus on only the three most likely to be relied on by NMO. Ninety-nine
times out of one-hundred one or more of these three exemptions will be
applicable to the normal situation where a corporate client raises money
through the issuance and sale of securities. Any of the following three main
sets of exemptions, discussed below, might work for NMO depending on
how their deal is structured.
1. Regulation D-which exempts private placements as well as certain
offerings to a limited number of purchasers in a limited dollar amount.37
2. Regulation A-which conditionally exempts certain offerings of $5,000,000
or less.'
3. 3(a)(11) and Rule 147-which exempt intrastate offering.39
B.

Regulation D

In situations such as the one described in my introductory hypo, I
would estimate that between 80 and 90 percent of the time NMO would
seek an exemption based on some version of the so-called "private
placement".' Today, almost all questions concerning the private placement
exemption are resolved under Regulation D ("Reg. D"), 41 adopted in 1982
and subsequently liberalized through amendment.
1. Private Placements-Overview and Historical Evolution-From 4(2) to
Regulation D
It is difficult to understand how the current rules work without
some understanding of the law of private placements prior to the adoption

35. The effect of this deregulatory trend in the area of the exemptions will be readily
apparent when we discuss the various specific exemptions which might be available to
NMO. It should be noted, however, that deregulation is by no means limited to broadening
the scope of the exemptions. It is also occurring in many other areas, including limiting
liability under 12(2) of the 33 Act as discussed in Part IV; limiting liability under Rule 10b-5
under the 34 Act; the Small Business Initiatives of 1992; and the Securities Litigation Reform
Act of 1995, which among other things restricts class action law suits.
36. See supranote 13.
37. See infra Part III.B.
38. See infra Part III.C.
39. See infra Part IIl.D.
40. "Private placement" or "private offering" are both generally accepted terms that
refer to the same exemption and the terms are used interchangeably herein.
41. A series of eight rules-Rules 501-508 under the 33 Act.
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of Reg. D. Furthermore, the pre-Reg. D rules still occasionally come into
play.
The statutory authority for the so-called
"private offering
exemption" is found in Section 4(2) which exempts "transactions by an
issuer not involving a public offering." A lot of administrative and judicial
gloss as well as a lot of history surrounds those nine words. The gist of what
was intended is simple, as illustrated by the following examples:
Close Corporation Start-up-X starts a business and raises the money to
finance the venture by selling stock in his company to 15 or 20 friends,
relatives or business associates-people with whom he has had a preexisting
relationship. It would be ludicrous in this situation for X to file a
Registration Statement, jump through all the hoops and spend all the time
and money that 33 Act registration requires. The investors know X and
presumably think he is a great oil finding geologist, that he has designed the
best software program since Lotus or whatever. Their desire to invest in his
deal is based on a pre-existing personal relationship.
Institutional Private Placement-Another case where the private
offering exemption is clearly available is where a company goes to a small
group of knowledgeable investors such as large insurance companies or
pension funds and borrows money by selling debentures to those investors.
Private placements are one of the most important sources of funds for large
companies. They aren't limited to debt securities. The exemption is also
clear in cases involving offerings of equity securities or convertible
securities to venture capital firms or in oil and gas where industry partners
participate in drilling deals. These sophisticated institutional investors don't
need the disclosure document required by law. They can get whatever
information they want or need in order to analyze the deal directly from the
company. Consequently, offerings of this type are exempt under the
language of 4(2).
No one has ever questioned the need or the desirability of having
a private placement exemption. The problem has always been defining its
scope.4 2 In 1933 Congress didn't give us a clue as to the parameters of the
exemption and the legislative history is worthless. Early on, the SEC tried
to give us some guidance when they issued a Release 3 which discussed the
evidentiary factors which they considered important. The release said:

42. Many private offerings go beyond the close corporation start up or institutional
private placement of high grade debt or convertible securities. For example, many offerings
to individuals of tax advantaged investments-such as oil deals, real estate deals and cattle
feeding deals-are made each year in reliance on the private offering exemption.
43. Letter of General Counsel discussing the factors to be considered in determining the
availability of the exemption from registration provided by the second clause of Section 4(1),
Securities Act Release No. 33-285 (Jan. 24,1935) available in 1935 WL 1254.
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Numbers are important-an offering to few is more likely to be private than
an offering to many.
Relationships are also important-if the offering is limited to people
with some sort of pre-existing relationship, such as employees of the
company, that's more likely to be private than an offering to strangers.
Those were the two most important evidentiary factors in the eyes
of the SEC. The release also listed additional factors: The number of units
offered-an offering of a large number of units in small denominations was
more likely to be public than an offering of a small number of units in large
denominations.
The size of the offering-the larger the dollar amount of the offering
the more likely it would be considered public.
The manner of the offering-offerings effected through direct
negotiations were more likely to be considered private than offerings
effected through brokers or underwriters."
All of these factors make sense but they are vague, subjective and
fact sensitive. Remember the points made earlier concerning strict liability
and burden of proof. Counsel might believe a transaction qualified as a
private offering exemption, but he couldn't be sure under these open ended
fact sensitive subjective standards of 4(2). If a court later disagreed, all
purchasers might have a right of rescission; thus subjecting the company to
potentially ruinous civil liability. 45
2. The Ralston PurinaCase
In 1953 the U.S. Supreme Court handed down a landmark decision
relating to the scope of the private offering exemption in a case called SEC
v. Ralston PurinaCo..6 But instead of giving us the certainty that was badly
needed in this area, the opinion added significantly to the uncertainty.
Ralston Purina had an employee stock purchase plan under which
certain "key" employees could buy Ralston Purina stock directly from the
company at a slight discount. About 500 of the company's 7,000 plus
employees were eligible to buy under this plan, which covered employees
at various levels-ranging from officers of the company to loading dock
foremen and secretaries. The SEC sued for injunction claiming violation of
Section 5 since Ralston Purina did not register the shares subject to the Plan.
Ralston Purina's defense was that this is an exempt private offering under
Section 4(1). The U.S. Supreme Court held that Ralston Purina had violated
Section 5. The exemption was not available. The opinion attempted to lay
down a test for drawing the elusive line between public and private.

44.

Id.

45.
46.

See supra Part II.A.
SEC v. Ralston Purina Co., 346 U.S. 119 (1953).
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Before I tell you the test they applied, I'll tell you one test that they
didn't apply. The Supreme Court said, this isn't a numbers test. The number
of offerees is an important factor, but not a litmus test.
The court established two overriding requirements, both of which
had to be present, for an offering to be "private" as opposed to "public:"
1. "Do the offerees need the protection of the act or can they fend
for themselves?" 4 This has come to be known as the Sophistication
Requirement.
2. "The offerees had to have access to the type of information that
a registration statement would provide." ' This has come to be known as
the Access to Information Requirement.
The above elements must be established under Ralston Purina to
sustain the private offering exemption. The other things-number of offerees,
size of offering, pre-existing relationships, and manner of offering are
evidentiary factors a court can consider, but they are not determinative.
The tests of Ralston Purina-sophistication and access to
information-were highly subjective and very hard to determine
prospectively. In addition, issuers were concerned with these vague and
subjective concepts not just with respect to the purchasers who wound up
buying the securities, but with respect to all offerees. It is easier to screen
purchasers than offerees. And if just one of these offerees didn't meet the
requirements the entire exemption was lost for everyone. The issuer was
exposed to rescission damages for everyone who bought in the offering.
Finally if one of the original purchasers turned around and sold the
securities he bought too soon, he might become a statutory underwriter4 9
and destroy the exemption. The idea behind this requirement is that the
original purchasers
could not be used as mere conduits to effect a wider
4 °
distribution.
This made life a little complex for the NMOs of the world who
sought to raise capital in the '60s and '70s under the 4(2) exemption and for
lawyers who represented them. The securities bar lobbied for changes that
would result in more certainty in the area of private placements. A
respected practitioner from Chicago named Ray Garrett, who would later
serve a term as Chairman of the SEC, while still in private practice, summed
up the state of the law of private placements, in the 1970s as follows:

47. See id. at 125.
48.
49.

Id. at 125-26.
See Sec. 2(11) for the definition of "underwriter." Under the definition to avoid

underwriter status one must take for investment and not with a view to distribution. The test
was the buyers subjective state of mind at the time of purchase. See Gilligan, Will & Co. v.
SEC, 267 F. 2d 461 (2d Cir. 1959).
50. Id.
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[A] kind of mishmash. The issuer is now told that all of these
factors have something to do with whether he has an
exemption under Section 4(2), but he is never given a hint as
to the proper proportions in the brew. The saving recipe is
kept secret, a moving target which he can never be sure he
has hit. sl
Mr. Garrett's quote said it all. In a close case it was not possible to
determine with certainty whether or not the exemption was available.
3.

The Three Reg. D exemptions - Rules 504, 505 and 506

Most of the problems which existed in the vague world of Ralston
Purinahave now been resolved under Reg. D, 2 which was first adopted in
1982 and subsequently liberalized through amendment, is an innovative
amalgamation that combined exemptions which were adopted under the
authority of two different statutory provisions-Section 4(2), the exemption
for private placements, and Section 3(b), the exemption for offerings of less
3
than $5. million.
Reg. D creates safe harbors. The SEC adopted rules which say
if you
meet the requirements of Reg. D you do not have to register. But the reverse
is not true. If you fail to meet the requirements of Reg. D it doesn't
necessarily mean you have violated the 33 Act. It does mean that you have
to sustain the burden of proof that you come within 4(2) as defined by
Ralston Purina.In other words, the case law is still there. It is still available
in the rare, but not unheard of, case where an issuer didn't literally comply
with all of the terms and conditions of Reg. D but nevertheless can sustain
its exemption under the statute as defined by the case law-meaning Ralston
Purina."
For example, if NMO raised the money it needed by selling
participations to 10 or 12 industry partners, but didn't comply with all of the
requirements of Reg. D, NMO might still be able to sustain an exemption

51. Federal Regulation of Securities Committee, Section of Corporation, Banking and
Business Law, American Bar Association, Section 4(2) and StatutoryLaw, 31 BUs LAW. 485,489
(1975).
52. A series of eight rules-Rules 501-508 under the 33 Act.
53. Sec. 3(b) is an enabling provision which gives the SEC authority to exempt offerings
of $5 million or less by rules and regulations. The statutory basis of Rule 506 is Sec.
4(2)-Private Offerings. Rules 504 and 505 rest on the limited amount of the offering and the
statutory basis is Section 3(b). Sec. 3(b) is also the enabling provision for Regulation A
discussed in Part IIl.C, infra.
54. This concept was much more important and more often relied on prior to 1989, when
by amendment Rule 508, the so-called substantial compliance rule, was made a part of Reg.
D. See infra Part lII.B.9.

Summer 1997]

FINANCING EXPLORATION

under Section 4(2). But as I think our earlier history lesson demonstrated
this isn't an easy task. Being in a safe harbor is a lot better.
Reg. D provides three exemptions-Rules 504, 505 and 506. These
three exemptions are qualified by the other five rules in Reg. D. Even
though these three exemptions co-exist within a single regulation and
contain a number of common conditions, it is important to understand that
they are three separate exemptions, which rest on two distinct statutory
foundations 5 of the 33 Act.
Rule 504 (504). The gist of Rule 504, as amended in 1992," is simple.
It allows NMO to raise up to $1 million a year without federal regulation.
Essentially the concept that underlies Rule 504 is if you are raising less than
$1 million, you are too trivial for the SEC to bother with. They might come
after you for fraud, but not for Section 5 violations (failure to register). You
are the problem of the Director of Securities of New Mexico. 7 That is the
basic philosophy of 504.
Rule 505 (505) is an exemption which allows issuers to raise up to
$5 million by selling securities to up to 35 non accredited investors plus an
unlimited number of accredited investors.58 The statutory authority for 505,
like 504, is Section 3(b) under which the SEC has authority to grant
exceptions for offerings up to $5 million, subject to whatever conditions the
SEC wants to place on the exemption. In the case of 505 the number of
purchasers is limited and the dollar amount of the offering, though larger
than 504, is still limited.
Rule 506 (506) is an exemption under which the number of
purchasers permitted are the same as under 505-i.e. 35 non- accredited
investors plus any number of accredited investors. But there are two
principal differences between 505 and 506:
1. There is no dollar cap on the amount of money you can raise under 506.
You can raise $200 billion if you can find investors to give you that kind of
money and still comply with the other requirements of the rule.
2. In 506 your 35 non accredited investors have to be sophisticated. In other
words, if you have non accredited investors in a 506 offering, you're back
in the world of having to make subjective judgments about sophistication
and access to information under the tests of Ralston Purina.

55. See supra note 53.
56. As originally adapted in 1982 there were several conditions to using the 504
exemption, but by various amendments, culminating with the 1992 amendments, all
conditions were removed.
57. See infra Part V.
58. Accredited investor is a concept that was first introduced into the 33 Act in 1980
when Congress amended the statute to include the 4(6) exemption, which has now been
subsumed into Reg. D. See supra Part III.B.3.
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Why do we have a sophisticationrequirementin 506 and not in 505?
The answer to this question goes to the heart of understanding Reg.
D. Even though 505 limits the number of purchasers, the 505 exemption,
like the 504 exemption, rests on Section 3(b) (the dollar amount of the
offering). Under 3(b), the SEC can grant exceptions for offerings up to $5
million, subject to whatever conditions they place on the exemption.
The statutory authority for 506 is 4(2) rather than 3(b). 506 is a
definitional rule. It defines situations in which the 4(2), private offering
exemption, is available. The SEC has very broad rule making power under
the 33 Act, but such power is not broad enough to allow than to ignore
decisions of -the United States Supreme Court. Ralston Purina said
sophistication is the test and so any rule grounded on 4(2) has to meet that
test. The way the rule is structured, accredited investors are conclusively
presumed to be sophisticated, although, as discussed below this is a fiction.
In fact, many Al's aren't sophisticated at all.
In Reg. D, the SEC has substituted a very detailed regulation,
similar to some of the detailed provisions of the Internal Revenue Code for
a broad based common law test. We now have a high degree of objectivity
and certainty but we have to comply with a detailed set of regulations.
In summary, Reg. D currently' provides three separate but related
exemptions:
1. 504 allows the issuer to raise up to $1 million a year without federal
regulation.
2. 505 allows the issuer to raise up to $5 million a year by sales to up to
thirty-five non accredited investors plus an unlimited number of AIs.
3.506 allows the issuer to raise an unlimited amount of money by sales to
up to 35 sophisticated persons plus an unlimited number of AIs.;
These exemptions are subject to a number of definitions,
qualifications, conditions and requirements, which we will now discuss.
4. Accredited Investors
The most important concept that needs to be understood relative to
Reg. D is the concept of the accredited investor ("A"). Rule 501(a) sets out
in detail and with a great degree of certainty the classes of persons that
qualify as AIs. These include:

59. The current Reg. D is not what was adopted in 1982. It has been amended several
times and the amendments weren't adopted to close loopholes or tighten the regulation. The
amendments have broadened the scope of the Regulation and provided additional certainty.
They have been part of the trend toward deregulation.

Summr 1997]

FINANCING EXPLORATION

1. Institutional investors. Institutional investors include banks, insurance
companies, broker/dealers, registered investment companies and savings
and loans.
2. Directors, executive officers or general partners of the issuer or a parent.
High level people with the company or its parent qualify as AIs irrespective
of meeting any other tests.
3. Net worth of $1 million or more. If the combined net worth of husband
and wife at the time of purchase exceeds $1 million they qualify as Als. This
includes equity in the purchaser's personal residence. As originally adopted
the rule was $1 million, exclusive of personal residence, but the rule was
later amended to include the residence. Also the dollar amount has not been
adjusted for inflation.
ExampleA widow, with her now dead husband, back in the 1950s
bought a nice little house on an acre of land in Santa Fe for 10 percent down
and a $50,000 mortgage. Now that house is free and clear and worth $1.2
million. Even though that widow may not have another asset to her name
and no business or investment experience at all she is an Al because she
meets the test of 501(a). The same applies to "worthless" kids with large
trust funds and ex-professional athletes, in the process of squandering the
millions they made shooting baskets or catching balls.
The point is, one does not have to be sophisticated to be an Al.
He/she just has to meet the test of 501(a). This is about as far removed from
the vague world of Ralston Purinaas you can get. Not only is 501(a) more
certain and objective, it is also much broader. Many people who meet the
501(a) tests would not come close to meeting the "sophistication"
requirement under Ralston Purina.
4. Income. A person who had an individual income in excess of $200
thousand or a joint income with his/her spouse of $300 thousand in each of
the last two years and reasonably expects income at the same or higher
levels during the current year qualifies as an Al. Some call this the "doctor's
exemption."
While these do not exhaust the list, they are the main categories of
AIs. The name of the game for the NMOs of the world is to find As.
Remember the rule. There is no limit on the number of Accredited Investors
under either 505 or 506. Under Reg. D, As are conclusively presumed to be
sophisticated, though in fact, many are not sophisticated at all.
a. QualifyingNon-Als - The PurchaserRepresentative
If one is claiming an exemption under 506,60 but has investors other
than AIs, the Non-Als must meet the sophistication requirement of Ralston

60. Sophistication is only relevant to Rule 506. Thus, if one raises less than $5 million
he does not have to worry about whether the non-AIs are sophisticated.
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Purina. However, investors who don't meet the required level of
sophistication, may nevertheless qualify if assisted by a purchaser
representative. Counsel should consult Rule 501(h) to determine whether
or not to use a purchaser representative in such situations.61
b. Calculatingthe Number ofPurchasers
If non-AIs are included in the deal, counsel should also consult Rule
501(a) in calculating the number of purchasers. In general he may find he
is entitled to exceed thirty-five under the definitional rules. For example, the
rules count persons, including trusts, estates and business entities with close
relationships as a single purchaser. In addition, a person in the same
household as an Al does not count as one of the permitted 35 non-AIs.
5. Integration
Integration is an important concept applicable to Reg. D, as well as
the other exemptions discussed in this paper.2 The concept is if two or more
offerings are part of a single plan of financing, they are treated as a single
distribution, even if they are broken up into different offerings.6
Integration may destroy the exemption. For example, NMO has
four sections (2560 acres) under lease. Assume there is eighty acre spacing
in the area. They drill a discovery well on the lease and want to develop the
property with a total of thirty-two wells on the lease at a cost of $1 million
per well-or a total cost of $32 million. Can they create Limited Partnerships
A, B, C, etc.-raise $1 million in each and get a 504 exemption for each
offering? It is often hard to determine what constitutes a single plan of
financing. In a Pre-Reg. D release," the SEC set forth the factual
considerations relevant to determining integration. The main factors
considered are:

61. A purchaser representative isdefined in Rule 501(h), which generally provides that
the purchaser representative must have a certain degree of knowledge and experience and
be free of certain prohibited affiliations. However, he can be paid by the
issuer. The concept of a "purchaser representative" was lifted from Rule 146 and carried
forward to Reg. D. Rule 146 was the SEC's first attempt at creating a safe harbor for private
placements adopted in 1974. Rule 146 was extremely complex and technical and didn't work.
It was repealed in 1982 and replaced by Rule 506 and other provisions of Reg. D. While Rule
146 proved to be a short-lived safe harbor, it was a step along the 60 year road toward
certainty discussed in Part III.B.1 supra-the road from 4(2) to Reg. D, as amended.
62. Integration was first used years ago as a limiting doctrine under the intrastate
exemption discussed in Part llI.D, infra. It currently applies with respect to the intrastate and
Reg. A exemptions, as well as Reg. D.
63. The integration concept has been carried forward into Reg. D by Rule 502(a).
64. Non-Public Offering Exemption, Securities Act Release No. 4552 (Nov. 6, 1962)
availablein 1962 WL 3573 (S.E.C.).
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(1) Are the sales part of a single plan of financing?
(2) Do they involve the same class of securities?
(3) Were the sales made at about the same time, for the same
consideration and for the same purpose?
Integration is obviously a fact-sensitive concept. It is hard to
determine which of the factors might control and just what mix might tip
the balance in a given case. Reg. D, provided certainty and clarification in
this area as well.' If the offerings are more than six months apart, they will
not be integrated. Today, only when the offerings take place within six
months of one-another, will the SEC's pre-Reg. D integration test control.
6. Information Requirement
As previously stated, in addition to sophistication, Ralston Purina
had a second requirement, access to information. As interpreted by the SEC
this was an either/or requirement. The offerees either had to have sufficient
bargaining power to demand information or information comparable to that
required by the 33 Act had to be delivered to them. This was the basis for
the so- called Private Placement Memo, a formidable disclosure document
which looks very much like a prospectus delivered in a registered offering.
During the period Rule 146 was in use,66 extensive Private Placement
Memoranda were prepared in most private placements. The high costs of
private placements resulting from this practice were a factor in the demise
of Rule 146.
The current Reg. D information requirement is found in Rule 502(b),
which on its face looks complicated mostly because of the cross references
and technical language. However, Rule 502(b) has provided a great deal of
relief and certainty. Rules 505 and 506 have identical information
requirements.67 One must prepare and deliver a disclosure document (i.e.
private placement memo) to all non-accredited investors but no disclosure
document is required for accredited investors. The way this plays out is that
if a deal is limited to accredited investor no private placement memo is
prepared; but if non-AIs are in the deal a private placement memo is
prepared and delivered to everyone. Since the preparation of the disclosure

65. Rule 502(a).
66. See supranote 61.
67. Rule 504 has no information requirement. Consistent with the philosophy
underlying 504, as amended-i.e. complete Federal deregulation-offerings of $1 million or
under may be regulated at the state level. See infra Part V.
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document greatly increases the cost of the deal,' limiting a deal to
accredited investors, will result in substantial cost savings.
Rule 502(b) specifies that the level of disclosure required depends
on the amount of money the issuer is raising and whether or not the issuer
is a 34 Act reporting company. 34 Act reporting companies 69 can supply the
required information by incorporating reports they are required to file with
the SEC under the 34 Act's continuing disclosure rules."
With respect to non-reporting companies, the SEC has tied the
information they have to furnish in their private placement memo to
various registration forms, depending on how much money the company
is raising. If the company is raising less than $2 million, it has to meet the
disclosure requirements of Reg. A, which calls for simplified disclosure in
offerings of $5 million or less.71 If the company is raising $2 to $7.5 million,
it must meet the disclosure requirements of Form SB-2, which calls for more
disclosure that Reg. A, but still less than the Form S-1. Form SB-2 came into
the law in 1992 as part of the so-called "Small Business Initiatives,"
discussed below.72 Companies raising over $7.5 million must meet the
disclosure requirements of Form S-1, the
form used by the majority of
.3
companies doing initial public offerings 7
That is the general pattern. When one understands the general
pattern, he can wade through the Rule and pick up the detail. We wanted
certainty and we got it. But with certainty comes a lot of detail and we got
that as well.
7. The No General Solicitation Rule
The 505 and 506 exemptions are subject to Rule 502(c) the so- called
no general solicitation rule ("NGS Rule"). If you are not aware of the NGS
Rule, this rule can jump up and bite you. Under the NGS Rule, neither
NMO or anyone raising money on its behalf can put an ad in the paper
aimed at AIs or make cold calls or direct mailings to all doctors in the area;
or to all persons in the petroleum club of Albuquerque; or to all persons

68. Much time and care must go into the preparation of the disclosure documents,
because even though issuers and those associated with the issuer are not subject to Section
11
liability in connection with a Reg. D offering, if the disclosure is materially false or
misleading, they may nevertheless be subject to rescission damages for violation of the anti
fraud rules under the 33 or 34 Acts. See infra Part IV.
69. See Secs. 12 & 13 of the 34 Act and HAZEN §§ 9.2 & 9.3.
70. Id.
71. See infra Part IlI.C.
72. Id.
73. All of the above statements as to the registration forms to which disclosure is keyed
are subject to certain narrow exceptions, qualifications and hardship rules set forth in the
applicable rules.
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who invested $20,000 in tax shelters in 1996. Any of these acts will destroy
the exemption and potentially provide each buyer with a right of
rescission. 4 The NGS Rule clearly prohibits almost all forms of direct
mailings and all forms of advertising for AIs.
How much fishingfor investors can NMO do under the NGS Rule?
NMO can solicit money from friends, relatives and business
associates; in other words, word of mouth contacts with whom it or its
associates or acquaintances have a pre-existing relationship. It can also
solicit people that its contacts may bring in by word of mouth. The SEC
emphasizes pre-existing relationships between the investors and the issuer
and between the various investors. NMO can also contact persons in the
venture capital business or in the case of an oil company, other oil
companies-so-called industry partners. But that's about as far as it can go.
The NGS Rule makes it very hard to fish for AIs once you exhaust your
personal contacts. Yet, to raise $3 to $6 million, most entrepreneurs, whether
they are wildcatting for oil, doing high tech start ups, developing real estate
or whatever, usually have go beyond persons with whom they have preexisting relationships.
Can NMO set up some kind informationalseminar and try to get people in the oil
business to attend?
Probably not. NMO can try to sell their product but not solicit
investors. The contemplated seminar seems directed at the latter and NMO
would run into a rule and an approach which is similar to the "gun jumping
rule". the expansive definition of "offer" as any attempt to hype a security . 5
Is there any way that NMO canfish for Als among strangers?
There is at least one way. But it will need the help of a
Broker/Dealer ("B/D") since it is a two step process.
STEP 1. A B/D can fish for Als in general. The B/D can advertise,
hold seminars, do direct mass mailings and make cold calls for purposes of
identifying Als, but he can not do any of the above for purposes of trying
to create interest in a specific deal.
EXAMPLE: A B/D writes the following letter to all the members of
the Petroleum Club of Albuquerque.

74. See compilation of SEC 'No Action Letters" in Donald C. Langevoort, Outlinefor

Southwestern Legal Foundation,25TH ANNUAL SHORT COURSE ON SEscumuS REGULATION (1996)
[hereinafter Langevoort, 88-92.
75. See supra notes 31 & 32 and related text.
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"Are you rich and interested in getting richer? If you might
have an interest in some special situations our firm has
available, please fill out the enclosed questionnaire."
The questionnaire will contain questions about net worth, annual
income and other information necessary to qualify the recipient as an AIs
as well as general questions about his or her investment preferences. This
is permissible as long as the B/D is fishing for customers generally and not
trying to create interest in specific deals.
STEP 2. After the B/D has created the list and after a reasonable
cooling off period, the B/D establishes some kind of a relationship with the
people on the list, this so-called relationship might be nothing more than a
few phone calls clarifying general investment preferences. Once this takes
place, the B/D can approach the people on the list relative to specific deals,
including the NMO deal. 6
Bottom line, if NMO relies on a 505 or 506 exemption there are three
places where it may look for investors:
1. People with whom it has a pre-existing relationship and people
referred by those people.
2. Venture capitalists or industry partners.
3. Broker/Dealers who have compiled lists of Als per the Hutton
process described above, who are willing to refer NMOs deal to these precleared prospects.
In spite of the deregulation and liberalization in other areas, SEC
has been slow to modify its tough stance against general solicitations in
private placements. However, indications are that this could change in the
near future. In 1992, the SEC eliminated the prohibition against solicitations
in 504 offerings and put the so-called "test the water" rule into Reg. A.' In
June 1995 the SEC issued a release requesting public comment on whether
the NGS rule should rescinded or modified." In May 1996 the SEC stated
it was deferring action on the general solicitation question. However, the
release stated the issue will be considered in connection with future
initiatives of the Commission."

76. See E.F. Hutton & Co., Inc., SEC No-Action Letter, (Dec. 3,1985) availablein 1985 WL
55680 (S.E.C.) and other no action letters collected in Langevoort, 91-92.
77. See infra Part III.C.
78. Solicitations of Interest Prior to an Initial Public Offering, Securities Act Release 337188 [1995 Binder] Fed. Sec. L. Rep. (CCH) 1 85,639, at 86,885 (June 27,1995)
79. See Small Business Registration Exemption, Securities Act Release No. 7285, [19961997 Transfer Binder] Fed. Sec. L. Rep. (CCH) 85,803, at 88,006 (May 1,1996), the latest
release on the subject, in which the SEC stated it was deferring action on the general
solicitation question, but would consider the matter further in connection with future
initiatives undertaken by the Commission.
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8. Resales of Restricted Securities
The problem of resales by the original purchasers, a big problem
under the pre-Reg. D case law, still exists. If one or more of the original
purchasers turn around and immediately resell, i.e. become conduits for a
wider distribution, they become "statutory underwriters"80 and the
exemption is lost. However, the uncertain tests in the case law which
revolved around the buyers' subjective state of mind at the time of purchase
and the "change of circumstances" doctrine have been replaced by the
specific rules governing resales which are now found in Rule 144.
Purchasers who buy in transactions exempt under 505 or 506 buy
so-called "restricted securities," which are defined in Rule 144 as securities
acquired from an issuer in a non-public offering. Resales of "restricted
securities" are governed by Rule 144. While Rule 144 is not part of Reg. D,
it is a rule that attorneys structuring Reg. D offerings must be aware of.
In general, the resale restrictions under Rule 144 depend on how
long one holds:
(1) Securities held for less than two years can not be resold.
(2) Securitiesheld for more than three year's are freely saleable.
(3) Securities held between two and three years may be sold in
limited amounts and subject to a number of technical requirements set out
in Rule 144.
The most significant limitation which applies to resales during the
third year is a limitation on the amount the seller may sell. The maximum
during any three month period may not exceed the greater of (1) 1 percent
of the outstanding securities of the class involved or (2) for exchange or
NASDAQ traded stocks the average weekly trading volume of trading in
such securities for the previous four calendar weeks.82 Rule 144 also
contains certain information requirements, aggregation rules, limitations on

80. See definition of "Underwriter" in Sec. 2(11).
81. Rule 144 is a rule adopted in1972 to provide guidance clarifying the question of who
is an underwriter and thereby more precisely defining the scope of certain exemptions. In
essence Rule 144 provides a safe-harbor for resales of restricted securities (i.e. securities
acquired in a private offering such as an offering exempt under Rules 505 or 506) and resales
by control persons (referred to in the Rule as affiliates). See Notice of Adoption of Rule 144
Relating to the Definition of the Term 'Underwriter' in Sections 4(1) and 2(11) and 'Brokers'
Transaction' in Section 4(4) of the Securities Act of 1933, Adoption of Form 144, and
Rescission of Rules 154 and 155 Under That Act, Security Act Release No. 33-5223, [1971-1972
Transfer Binder] Fed. Sec. L. Rep. (CCH)
78,487, at 81,049 (Jan. 11, 1972); Resales of
Restricted and Other Securities, Security Act Release No. 6099 (Aug. 2,1979) available in1979
WL 18590 (S.E.C.). See also James H. Fogelson, Rule 144 - A Summary Review, 37 BUS. LAW.
1519 (1982).
82. Rule 144(e).
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the manner of sale and other qualifications. ' Rule 144 is very detailed and
mechanical in its application and the details and nuances are beyond the
scope of this paper. Issuers are required to take "reasonable precautions"
against resale and to disclose to purchasers that they are buying "restricted
securities."
9. Notice and SubstantialCompliance
Anyone using Reg. D has to file a Notice after the fact with the SEC.
The Notice must be filed within fifteen days after the date of the first sale
and subsequent notices are required every six months and thirty days after
the last sale." The Notice is filed on a simple forth, which requires
statistical information. Until 1989, if one did not file the form, the issuer lost
the exemption. This is a terrible situation to contemplate: after doing
everything else, you forget to file this simple form. The result was the issuer
lost the exemption, a right of rescission was created in favor of everyone
who bought the securities and the issuer likely had an open and shut
malpractice suit against the attorney who forgot to file the form.
The 1989 amendments to Reg. D changed that.' The issuer still has
to file Form D, but if it does not, the exemption is not lost. The sanction now
is the issuer loses the privilege of using Reg. D in future financings.
The same 1989 amendments added Rule 508, the so-called
substantial compliance rule, to Reg. D.87 Rule 508 basically says that an
insubstantial violation won't destroy the exemption if there was a good faith
and reasonable attempt to comply. What constitutes a substantial violation
is of course a matter to be defined by case law. The SEC says the test is
whether the violation affected the interest of the complaining party. They
also say that violations with respect to the number of purchasers, the dollar
amount, or the no solicitation rule will be considered substantial violations
and beyond the protection of Rule 508.'
10.

Conclusion- Reg. D

Reg. D, whilenot perfect, is much better than the law that preceded
it. It added objectivity and certainty to the law and broadened the scope of

83. Many buyers of the type of securities to be offered by NMO in our hypo would not
be able to meet the requirements of Rule 144 necessary to sell their securities during the
third year. But the important point to keep in mind is that after that buyer holds for three
years all these restrictions go away and the securities become freely tradable.
84. Rule 503.
85. Form D.
86. See Regulation D, Securities Act Release No. 6825, [1989 Transfer Binder] Fed. Sec.
L. Rep. (CCH) 84,404, at 80,045 (Mar. 14,1989).
87. Id.
88. Id.
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the available exemptions. Almost surely NMO's deal can be structured to
fit within one or more of the safe harbors now provided by Reg. D.
C. Regulation A and the Small Business Initiatives of 1992
Regulation A ("Reg. A") 9 is a qualified exemption, which as
amended in 1992, allows an issuer to raise up to $5 million without
registration. It, like Rules 504 and 505, rests on the statutory authority of
3(b) which allows the SEC to exempt offerings of up to $5 million subject to
whatever conditions the SEC attaches. While 505 limits the number of
purchasers, there is no limit to the number of purchasers you can have
under Reg. A.' You could have five million purchasers each investing one
dollar.
The fundamental concept underlying Reg. A is that while it's
technically an exemption, in fact it is more like a simplified form of
registration. It is called a qualified exemption, which means the exemption
is not self executing. For example if under the facts can prove you have a
3(a)(2) exemption your deal is exempt. You don't have to file anything. In
contrast, to perfect a Reg. A exemption you must prepare, file and deliver
a disclosure document called an offering circular, which is like a mini
prospectus.' Reg. A fell into disuse in the 1980's due to the liberalization of
other exemptions, such as Reg. D and adoption of simplified registration
forms such as S-18.' The available alternatives simply undermined the
utility of Reg. A.
Reg. A's utility was revived in 1992 as part of the Small Business
Initiatives of 1992," which were a major step in the trend toward
deregulation.9 These initiatives included a number of provisions other than
the liberalization of Reg. A:

89. As currently constituted Reg. A consists of Rules 252-263 under the 33 Act.
90. Reg. A has not been used extensively in connection with oil and gas deals. Another

3(b) exemption, somewhat similar in concept to Reg. A, called Regulation B, specifically
relates to fractional undivided interests in oil and gas, but it seems to have fallen into disuse.
91. See Hazen, § 4.15 for an overview of Reg. A as substantially revised in 1992. See also
17 CFR Parts 200, 228, 229, 230, 239, 240, 249 and 260, Securities Act Release No. 6949 July
30, 1992) availablein 1992 WL 188930 (S.E.C.).
92. S-18 has now been replaced by Form SB-2, discussed below, but while it was in use
one could raise up to $7.5 million in a registered public offering utilizing Form S-18, which
required disclosure only slightly more demanding than that required under Reg. A, as in
effect at that time. Prior to the 1992 amendments the maximum one could offer under Reg.
A was $1.5 million.
93. 17 CFR Parts 200,228,229,230,239,240,249 and 260, Securities Act Release No. 6949
(uly 30,1992) availablein 1992 WL 188930 (S.E.C.).
94. See supra Part III.A.
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Rule 504-The Small Business Initiatives of 1992 removed all
restrictions under Rule 504, which now allows issuers to raise up to $1
million a year with out federal regulation.
Regulation S-B-These initiatives provided a simplified integrated
disclosure system for small business issuers, which included a much more
user friendly registration form for use by small business in making
registered public offerings of securities,95 called SB-2.
But the prime beneficiary of the Small Business Initiatives of 1992
was Regulation A. A large portion of the package adapted in 1992 consisted
of amendments which substantially liberalized the use of Reg. A. First, they
raised the ceiling under Reg. A from $1.5 to $5 million per year. Second,
they changed the disclosure format of the offering circular used in
connection with Reg. A to simplify the disclosure. Third, the most
interesting innovation under the 1992 amendments to Reg. A is new Rule
254, which introduced a wholly new concept into Reg. A. The new rule
permits an issuer using Reg. A to solicit indications of interest in a proposed
offering prior to preparation and filing of an offering circular. This new
procedure, authorized under Rule 254, is called "testing the waters".
Rule 254, the "test the waters" provision allows controlled preoffering solicitations of interest through written documents or broadcast
media. The new rule permits an issuer to solicit indications of interest in a
proposed offering prior to preparation and filing of an offering circular.
This is a new innovation, which is unique to Reg. A. Comparable conduct
in the context of Reg. D would violate the no general solicitation rule and
in the context of a registered offering would be considered gun jumping.
The test the waters concept may be a controlled experiment on the part of
the SEC, which if successful, may lead to revisions of the no general
solicitation and the gun jumping rules.9
D. The Intrastate Exemption
Another possible exemption for NMO might be found in Section
3(a)(11) of the 33 Act and Rule 147 thereunder, which exempt from
registration so-called intrastate offerings.

95. See generally Regulation S-B under the 33 Act. A small business issuer is defined as
a company with annual revenues of less than $25 million, provided the public float of the
company's stock is less than $25 million. See Item 10 of Regulation S-B.
96. There is currently nothing comparable in any other area of the Federal Securities
Laws.
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1. The 3(a)(11) Exemption
The following restrictions on use of the intrastate exemption are
clear from the face of Section 3(a)(11):
1. An issuer can offer and sell only to residents of a single state.
Thus, if an issuer sells 100,000 shares and 99,990 are sold to 500 New
Mexico residents but one resident of Oklahoma buys ten shares, this
destroys the exemption for everyone and results in a right of rescission for
all buyers.
2. The issuer has to be both resident and doing business in the state
of the offering. In our New Mexico example this means at the very least the
issuer has to be incorporated under New Mexico law and New Mexico has
to be its principal place of business. A company incorporated in Delaware
can not use 3(a)(11) to offer securities in New Mexico, even if all the
company's business is in New Mexico.
While the above conditions are clear from the face of the statute, as
is the case with any broadly worded statutory provision, many things
weren't so clear and had to interpreted by the courts or the SEC, both of
whom generally interpreted 3(a)(11) very restrictively. For example, the
SEC interpreted residence to mean "domicile" in the conflict of laws sense.9
The intent to return idea of domicile made the scope of the exemption
murky and subjective. Another open question was: what percentage of a
company's business is enough to satisfy the doing business requirement? If
a company did 70 percent of its business in New Mexico, but the other 30
percent was done in other states, was that enough? No one knew for sure.
Another question was, what if 95 percent of the company's business
was in New Mexico, but the company raised money in an intrastate offering
to expand its business out of state, is the intrastate exemption? The case law
said no. If a substantial portion of the proceeds of the offering were to be
used out of state the exemption was lost."
There was a problem relative to resales. As discussed earlier, we
had a resale problem under 4(2)." There the problem was intent "to take for
investment and not with a view to distribution." We had a similar resale
problem under 3(a)(11), the so-called the "come to rest" problem. The
concept was that all of the securities distributed pursuant to the 3(a)(11)
exemption had to come to rest in a single state. In other words, the

97. See Palm Resaca Corp., SEC No-Action Letter (Sept. 24, 1979) availablein 1979 WL
14366 (S.E.C.).
98. See Chapman v. Dunn, 414 F.2d 153 (6th Cir. 1969) (Michigan oil and gas operator
made an offering to residents of Michigan but intended to use the proceeds to drill wells in
Ohio-intrastate exemption unavailable). See also SEC v. Truckee Showboat, Inc., 157 F.
Supp. 824 (S.D. Cal. 1957).

99. See supra note 49 related text.
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distribution had to be completed in a single state. For example, assume an
offering to Texas residents takes three months to complete. Before the
offering is completed, one of the early original Texan buyers resells the
shares he bought to a resident of New Mexico. This destroys the exemption.
Integration, the problem discussed earlier relative to Reg. D,'0° can
be a big problem in the context of 3(a)(11).1°1 For example, a company might
raise funds under a private placement, which included non residents and
then follow with an intrastate offering. If the these offerings were part of a
single plan of financing and thus integrated, the exemption was lost.
The two most important points to keep in mind relative to the
intrastate exemption prior to adoption of Rule 147 were: (1) the exemption
was construed narrowly and (2) it was applied as a one slip and you are out
situation. The one Oklahoma buyer or even one resale by a New Mexico
buyer to a guy from Oklahoma before the entire distribution was completed
destroyed the entire exemption for everyone and gave all of the purchasers
a right of rescission.10 2
Today this has changed. Much of the uncertainty has been removed
through Rule 147.
2.

Rule 147

In 1974 the SEC adopted Rule 147, a safe harbor for intrastate
offerings. The approach was the same as with respect to Reg. D. The SEC
removed some of the uncertainty by making the tests more certain and
objective.
An issuer must meet the following conditions to fall within Rule
147:
1. Integration. Offerings more than six months apart are not
integrated. If less than six months passes between offerings, the single plan
of financing test developed under the prior case law controls.
2. Doing business within the state. Rule 147 has given us what is
known as the triple 80s test, to wit: 80 percent of assets, 80 percent of
revenues, and 80 percent of proceeds must be derived or used in the state
in which the offering is being made. This rule has been very helpful in
planing intrastate offerings.

100. See supra Part III.B.5.
101. See supra Part 111.B.5. The doctrine of integration originated as a limiting doctrine
under 3(a)(11).
102. Section 3(a)(11) Exemption for Local Offerings, Securities Act Release No. 4434 (Dec.
6,1961) available in 1961 WL 3670 (S.E.C.) summarizes the state of the law prior to adoption
of Rule 147. Most of this is now history and we don't need to belabor all the potential traps
and pitfalls under the case law that preceded Rule 147, except to say that the uncertainty put
a very heavy burden on issuers relying on 3(a)(11). Many companies simply did not want
to risk relying on this exemption.
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3. Residence. Under Rule 147, the test of "residence" is no longer
domicile, but rather the purchaser's principal place of residence. This
doesn't eliminate every interpretive problem with respect to persons with
multiple residences, but it makes the test more objective and sharpens the
point of focus. The first question is where is the person's house? If he has
more than one house, the question is where does he live most of the time?
4. Resales. Rule 147(e) gives us an objective standard as to resales.
There can be no resales for a period of nine months from the date of the last
sale by the issuer pursuant to the intrastate offering. Thereafter the original
buyers can sell at will to residents of any state without destroying the
exemption. 147(f) sets forth the precautions the issuer must take to prevent
premature resales."'
As a practical matter the intrastate exemption is not available to
many issuers.1°4 However, if NMO is incorporated in New Mexico, meets
the triple 80s test and sells solely to New Mexico residents, this exemption
may be available and may afford some real advantages. There are a few less
hoops to jump through to qualify under Rule 147 than under Rules 505 and
506.15 Equally important, Rule 147 purchasers are not subject to the same
resale restrictions as persons who buy securities exempt under Rules 505 or
506. 505 and 506 buyers get so-called restricted securities, which they can
not sell for a minimum of two years.10 Rule 147 purchasers are free to resell
after only nine months.0"
IV. ANTI FRAUD PROVISIONS; THE GUSTAFSON CASE
The exemptions in the 33 Act only exempt the issuer from
registration. They do not provide exemptions from the various anti-fraud
provisions such as Section 12(2) of the 33 Act or Section 10(b) and Rule 10b5 under the 34 Act.
In 1995, the Supreme Court interpreted the scope of Section 12(2),
in Gustafson v. Alloyd Co., Inc." While the result of Gustafson is generally
favorable to NMO and is another example of the trend toward deregulation,

103. These are similar to precautions discussed in Reg. D, representations from
purchasers, restrictive legends on stock certificates, etc. See supra Part III.B.8.
104. For example, multi state operations, such as companies incorporated in Delaware
but doing business primarily in New Mexico and companies which might have trouble
policing the residence requirement (i.e. people living in New Jersey, but working in New
York), probably would not be able to rely on this exemption.
105. Compare conditions to the use of Rules 505 and 506 discussed in Part IILB supra
which those under Rule 147 discussed in this section.
106. See supra Part III.B.8.
107. Rule 147(e).
108. Gustafson v. Alloyd Co., Inc., 115 S.Ct. 1061 (1995).
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in terms of basic statutory interpretation and common sense, it was a
decision which surprised most people who deal with the federal securities
laws. The net result of Gustafson was to change the standard of liability for
fraud committed in connection with private placements from a negligencebased standard to a scienter-based standard.
Understanding the significance of Gustafson requires a short
overview of the anti-fraud provisions under both the 33 and 34 Acts as well
as an overview of the relationship between the two acts. The 33 Act is a very
high powered but relatively narrowly focused statute, which comes into
play only when a company or control person raises money by selling
securities (the situation we have in our NMO hypo). The 34 Act is much
broader in scope than the 33 Act and regulates a wide range of securities
transactions;1" but it has slightly less bite. While violations of the 33 Act
generally result in strict liability, to recover for 34 Act violations, one has to
show scienter, i.e. intent to deceive, manipulate or defraud."1 °
In addition to requiring registration, the 33 Act also prohibits
fraud."' Section 12(2) provides a remedy for fraud committed in the context
of a 33 Act transaction. 12(2) contains a reasonable care defense, which
essentially imposes a negligence based standard of liability. The defendant
can escape liability under 12(2) if he can sustain the burden of proving he
was not negligent.
The 34 Act also contains a number specific anti-fraud provisions,
including fraud in connection with proxy solicitations, fraud in connection
with tender offers and fraud by broker dealers."' In addition to the specific
anti-fraud rules, the 34 Act contains a general anti-fraud rule, the famous
Rule 10b-5, which generally overlaps all of the specific anti-fraud rules in
both the 33 and 34 Acts, in the sense that conduct that would violate any of
the specific anti-fraud provisions would likely also violate Rule 10b-5.
Fraud in the context of the Federal Securities Laws means: (a) any device,
scheme or artifice to defraud, (b)any omission or misstatement of a material

109. The 34 Act extends the goal of integrity in the marketplace beyond issuer
transactions to trading transactions. Securities are bought and sold in two principal settings:
issuer transactions (sales of securities by the issuer to investors) and trading transactions
(buying and selling outstanding securities among investors). The 33 Act regulates only issuer
transactions. The 34 Act primarily regulates trading transactions, but certain provisions of
the 34 Act spill over and regulate issuer transactions. Among other things, the 34 Act
prohibits fraud and manipulation, provides a system of continuing disclosure for publicly
held companies, regulates the solicitation of proxies, establishes a system of oversight of
stock exchange and over the counter transactions and regulates broker/dealers.
110. Ernst &Ernst v. Hochfelder, 425 U.S. 185 (1976). The court held negligent conduct
was not sufficient; there must be scienter, which the court defined as an intent to deceive,
manipulate or defraud.
111. Sec. 17.
112. See, e.g., 34 Act § 15(c)(1) and 34 Act Rules 14a-9 and 14e-3.
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3
fact, (c) any act or practice that would operate as a fraud or deceit."
However, Rule 10b-5 as interpreted by the U.S. Supreme Court in
Hochfelter" 4 requires scienter.
Prior to 1995, if there was fraud in cases involving issuer
transactions, where the issuer sold securities in either an exempt or nonexempt transaction, remedies were available under Sections 11 or 12 of the
33 Act, which essentially impose strict liability.
But if there was fraud in trading transactions-investor A selling to
investor B-whether it was insider trading, misleading corporate publicity,
trades over the stock exchange or other trading transactions, the usual
remedy was under Rule 10b-5, which covers an infinite variety of fact
situations, including issuer transactions, but requires scienter."5
In Gustafsoni 6 however, the U.S. Supreme Court for purposes of
12(2) liability, limited the meaning of "prospectus" to documents that
describe a public offering." 7 From now on liability in cases involving fraud
in connection with private placements will be founded on Rule 10(b)(5). The
obvious intent of Gustafson was to make Rule 10b-5 (a scienter based
standard) the norm for civil liability in private offerings, because under
Gustafson, 12(2) now only applies to "public" offerings." 8

V. THE NEW MEXICO SECURITIES ACT
As stated earlier, NMO's efforts to raise money through the sale of
securities will bring into play not only the federal securities acts, but also
the securities acts of all states in which the securities are offered or sold.
Thus an issuer must be cognizant of state as well as federal securities laws.
The state securities laws, named blue sky laws, because of their aim
to protect investors from speculative schemes which have "no more basis
than so many feet of 'blue sky'," "' pre-date federal regulation and first
emerged in Kansas in 1911. By the time the 33 Act was enacted, blue sky

113. This language, taken right out of Rule 10b-5, covers an infinite variety of acts,
practices and fact patterns.
114. See supra note 110.
115. The overlap of remedies was approved by U.S. Supreme Court in Herman &
MacLean v. Huddleston, 459 U.S. 375 (1983).
116. An example of the trend toward deregulation at work in the courts.
117. In a 5-4 decision Gustafson held that the word "prospectus" as used in 12(2) doesn't
have the meaning it has in 2(10) (any statement in writing). Gustafson v. Alloyd Co., Inc., 115
S.Ct. 1061, 1068 (1995). Rather for 12(2) purposes "prospectus" means what it does under
section 10. In the words of the court-"prospectus refers to a document related to a public
offering by an issuer or its controlling shareholders." There was a strong dissent.
118. For a good analysis of Gustafson, see Elliott J.Weiss, SecuritiesAct Section 12(2) After
Gustafson v. Alloyd Co.: What Questions Remain?, 50 Bus. LAw. 1209 (1995).
119. See Hall v. Geiger-Jones Co., 242 U.S. 539, 550 (1917).
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laws were in place in most states. When Congress enacted the 33 Act, it
expressly negated any preemptive effect on state regulation of securities.'"
New Mexico passed its first Blue Sky Law in 1921. Today, all states have
some form of blue sky laws. The majority of states have adopted a version
of the Uniform Securities Act of 1956 ("Uniform Act"). The Uniform Act
was revised in 1985 and a few states, including New Mexico, have adopted
versions of the Revised Uniform Securities Act of 1985 ("Revised Act"). 2 '
An important and fundamental difference between federal and
state regulations is the federal emphasis on disclosure compared to state
blue sky law focus on the merits of the offering. This type of substantive
scrutiny goes further than the full disclosure approach of the federal laws.
State merit review provisions grant the state administrator (in New Mexico
the Director of the Securities Division of the Regulation and Licensing
Department) broad discretion to deny, delay, or make more tedious, the
registration process. Though the director's discretion is no longer so broad
as it was under prior versions of the New Mexico Blue Sky Law, where
he/she made subjective determinations as to whether an offering was "fair,
just, and equitable," more limited merit review is still effectuated through
the director's authority to delay or deny registration based on the offering's
tendency to work a fraud on the public, unreasonableness of commissions,
1
or profits to promoters or underwriters. 2
Absent an exemption, New Mexico requires registration of
securities offered or sold within its borders. There are three methods an
issuer can use to register securities in New Mexico. They are (1) registration
e ' where, essentially,
by filing,
blue chip or other federally registered, wellestablished companies can register in New Mexico by filing documentation
demonstrating their eligibility to use this simplified procedure; (2)
registration by coordination," where securities for which a registration
statement has been filed under the 33 Act are registered in the state by filing
copies of the current federal prospectus plus such other information as the
Director may require;"' and (3) registration by qualification, a full-blown

120. Sec. 18.
121. The New Mexico Securities Act of 1986, codified in N.M. STAT. ANN. §§ 58-13B-1 to
-56 (Michie 1991 Repl. Pamp. & 1996 Cum. Supp.).
122. See N.M. STAT. ANN. § 58-13B-25(A) (Michie 1991 Repl. Pamp.).
123. See N.M. STAT. ANN. § 58-13B-21 (Michie 1991 Repl. Pamp.).
124. N.M. STAT. ANN. § 58-135-22 (Michie 1991 Rept. Pamp.)
125. Registration under this section is generally effective simultaneously with
effectiveness of the federal registration statement. The Director has discretion to waive or
modify the requirements to affect appropriate coordination of the state and federal
regulations.
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registration process requiring that the entire gamut of information and
exhibits be compiled and filed with the state.1"
When looking to New Mexico law, NMO's goal is no different than
under federal law, to avoid the pitfalls, expense, and liability associated
with registration. Thus, NMO should look for an exemption from
registration or a simplified registration option. It is not likely that NMO
would qualify for either of New Mexico's simplified registration
options-coordination or filing-because this paper assumes NMO's offering
will not be registered under the 33 Act and that NMO is not a blue chip
issuer which would qualify for registration by filing.
Thus, NMO would seek an exemption from registration under one
of several exemptions in the New Mexico Blue Sky Law. As was the case
under the 33 Act, the state securities acts, including New Mexico, contain
numerous exemptions from registration. New Mexico provides two types
of exemptions, exempt securities and exempt transactions. The statute
enumerates fourteen types of securities that do not require registration or
the filing of sales and advertising literature."' None of the securities
exemptions, however, would likely be available to NMO.'2' Instead, to
avoid registration NMO must look to one of New Mexico's twenty exempt
transactions.'2
Several transaction exemptions under New Mexico law may apply
to NMO. First, New Mexico law provides an exemption which is the rough
equivalent, though more restrictive, of the federal Reg. A exemption. A
New Mexico corporation, limited partnership, or limited liability company
which meets certain residency requirements for owners, employees, and
assets, may raise up to $1.5 million& ' through an exempt offering by

126. N.M. STAT. ANN. § 58-13B-23 (Michie 1991 Repl. Pamp.).
127. For example, securities guaranteed by the United States, a state, Canada and its
states, or other foreign jurisdictions, federally insured bank deposits, certain insurance

company obligations, public utilities, certain certificates of participation in real property
leases and equipment trusts, federally registered issues listed on the major exchanges, nonprofit entities, certain rated promissory notes, certain employee benefit plans, and others.
N.M. STAT. ANN. § 58-13B-26 (Michie 1991 Repl. Pamp.)(exempt securities); N.M. STAT. ANN.
§ 58-13B-29 (Michie 1991 Repl. Pamp.)(sales and advertising).

128. Id.
129. N.M. STAT. ANN. § 58-13B-27 (Michie 1996 Cum. Supp.). For example, exemptions
from registration are available for transaction in securities which are isolated, non-issuer
transaction, whether or not effected through a broker-dealer; a non-issuer transaction in a
security by a registered broker-dealer if in the shares of federally registered securities;

certain non-issuer transaction in a security detailed in a nationally recognized manual
designated by the director; etc.
130. The exemption under Regulation A on the federal level has been raised to $5 million.
No such increase has yet been enacted in New Mexico.
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satisfying simple notice and disclosure requirements.13 Absent from this
exemption is any prohibition against general solicitation or public
advertising, but the exemption does require delivery of a disclosure
document to any purchaser or prospective purchaser prior to the sale, more
or less allowing the issuer to "test the waters."
Second, for those corporations, limited partnerships, and limited
liability companies who could not satisfy the residency requirements or
who need more than $1.5 million, another exemption permits raising
unlimited amounts through sales of shares or partnership interests to no
more than 25 purchasers who the issuer must identify by means other than
general solicitation or public advertising.132 New Mexico also provides an
exemption for entities planned but not yet established, where a licensed
agent may sell preorganization certificates or subscriptions, again without
the benefit of general solicitation or public advertising, to no more than 10
subscribers. 33 Additionally, unregistered securities can be sold as exempt
transactions to "institutional investor[s]."1"
New Mexico also embraces the "industry partner" concept by
exempting transactions involving oil and gas leases or other mineral rights
between parties engaged in, on an ongoing basis (as defined by the statute),
the oil and gas exploration business."3 Also specific to the oil and gas
industry is the exemption under New Mexico law of transactions in oil and
gas interests by an entity principally operating in New Mexico 36 to no more
than 25 purchasers who can satisfy suitability requirements, who are

131. A corporation's principal office and a majority of its full-time employees must be
in New Mexico; a limited partnership's principal place of business and 80% of its assets must
be in New Mexico; more than half a limited liability company's full-time employees and at
least 80%of its assets must be in New Mexico; for each, at least 80% of the proceeds must be
used for intrastate operations, etc. N.M. STAT. ANN. § 58-13B-27J)(Michie 1996 Cum. Supp.).
132. N.M. STAT. ANN. § 58-13B-27(K)(Michie 1996 Cum. Supp.).
133. If the sale or offer is made by a New Mexico licensed agent there can be no public
advertising or general solicitation, and either no payment is made by any subscriber or any
payment made by a subscriber is put into escrow until the entire issue is subscribed. N.M.
STAT. ANN. § 58-13B-27(L)(Michie 1996 Cum. Supp.).
134. N.M. STAT. ANN. § 58-13B-27(I)(Michie 1996 Cum. Supp.). This includes financial or
institutional investors and broker-dealers.
135. An entity must be directly engaged in and derive at least 80% of its annual gross
income from oil and gas exploration or mining, or a general partner or key employee must
spend at least eighty percent of his time in the daily management of an entity, or the entity
must derive at least $5 million annual gross income from oil and gas or mining activities. See
N.M. STAT. ANN. § 58-13B-27(S)(Michie 1996 Cum. Supp.).

136. Principally operating in New Mexico means a majority of the corporation's whose
shareholders are residents of this state, a majority interest of the partnership is held by
residents of the state, in a trust the majority of the beneficiaries are
residents, or the owner of a sole proprietorship is a resident of the state. N.M. STAT. ANN. §
58-13B-27(T)(Michie 1996 Cum. Supp.).
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identified through means other than general solicitation and public
advertising, and who are given the benefit of a prescribed amount of
disclosure.137
Finally, and perhaps most important, in addition to the exemptions
specifically enumerated in New Mexico's Blue Sky Law, New Mexico has
embraced the exemptions available through Reg. D, Rules 505, and 506. In
adopting the Uniform Limited Offering Exemption, a recommendation
intended to augment the Uniform Securities Act of 1985 and make federal
and state regulation more compatible, New Mexico expressly exempts from
registration issues that satisfy Rules 505 and 506, with certain conditions
and limitations.' In addition, New Mexico in 1995 joined thirty-six other
states in adopting a Small Corporate Offering Registration ("SCOR")
program. SCOR allows a small corporation exempt from registration under
Rule 504 to use the SCOR form (Form U-7) for simplified registration in the
state, so long as that state has a prospectus delivery requirement. However,
oil and gas ventures are not eligible to use SCOR. 9
In summary, if a company raises money through an offering
registered under the 33 Act or exempt under Rules 505 or 506 of Reg. D,
compliance with the New Mexico Blue Sky Law should not pose much of
a problem. Offerings registered with the SEC can be registered in New
Mexico through coordination, the most simplified registration procedure.
Offerings exempt under Rules 505 or 506 of Reg. D are exempt from
registration in New Mexico under the Uniform Limited Offering
Exemption. On the other hand, if NMO relies on the intrastate exemption,
Rule 504, or Reg. A, although it may be exempt from federal registration, it
still must register in New Mexico' 4 or find an exemption from registration
in New Mexico among those described above. Because there is relatively
little case law under the state blue sky laws generally, or the New Mexico
blue sky law in particular, one must rely on the administrative rules or
administrative interpretations which a particular state may adopt.

137. "[Amny transaction involving the sale or offer of interests in and under oil, gas or
mining rights located in New Mexico or fees, titles or contracts relating thereto, or such sale
or offer of such interests, wherever located, made by an entity principally operating in New
Mexico where the total sales by any one owner whether whole, fractional, segregated or
undivided, in any oil, gas, or mineral lease' or related contract to no more than twenty-five
suitable persons. Id.
138. Fees and commissions in connection with the offer and sale of the securities may be
paid only to those registered and licensed by New Mexico, and use of the exemption is not
available for those who have run afoul of the "Bad Boy" provisions under Reg. A.
139. N.M. Reg. & Licensing Dep't, Security Div., SD Rule 95-5.23 (1995).
140. Which usually means registering in New Mexico by qualification.

